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WHO BEARS THE BURDEN OF BUSINESS TAXES? 


The increasing tax burden on business compels a re- 
appraisal of the doctrine that taxes on business fall on 
the consumer. This conception of business taxes as an 
element of recoverable costs has been shaped by the 
conventions of accounting procedure. The burden is not 
shifted and falls on equity owners when business oper- 
ates at a loss. Even when business operates at a profit, 
the evidence that taxes are shifted is not conclusive. This 
result may be said to have occurred only if the net return, 


PROPOSITION concerning taxation that is almost 
universally accepted by business men is that the taxes 
on business really fall on the consumers. This notion 
has numerous supporters, also, outside the ranks of business 
executives. In view of the steadily rising taxes that are being 
levied on business, it is desirable to examine this doctrine. 
Two matters of definition must be distinguished at the 
outset. First, it is said that the taxes on business are paid 
by the consumers, and second, it is said, or implied, that 
the burden of business taxes is borne by the consumers. 
The former version is encountered more frequently than the 
latter, but when a business man asserts that the taxes on 
business are paid by the consumer, it is likely that he 
intends no distinction between payment and burden. After 
all, the burden of the tax is the important thing or fact 
about it, and if payment can be dissociated entirely from 
burden, then the question of who pays the tax becomes of 
little importance. 


Since the money used for settling the taxes actually paid 
by business concerns is obtained from the same source as 
are all other funds in possession of the business, namely, its 
gross receipts from sales of goods or services, it is true 
that the customers are providing the money for taxes. 
They are also providing the money for wages, for mate- 
tials, for interest on debt and for dividends, if any, to 
stockholders. This means nothing more than the obvious 
and elementary fact that no business can operate for very 
long without making sales, and that, to keep above water, a 





after taxes, is adequate to attract new equity capital as 
may be needed. When taxes are paid from net income, 
the burden is clearly on equity owners. 

The unsupportable assumption that the burden of 
taxes on business always falls on the consumer has led 
to conclusions harmful to business. No generalization is 
possible, but it is safer to assume that none of the taxes 
on business fall on the consumer than to assume that all 
such taxes are shifted. 


business must take in .through its sales at least as much as 
it pays out for all sorts of costs including taxes. 


But the doctrine under examination evidently means more 
than is set out in the above statement. If it does not, then 
there is no issue, neither i> there any point whatever in 
the repetition of the obvious by business spokesmen. It 
clearly means, to those who express themselves on the 
point, that the burden of the tax is on the consumer. And 
if the burden is on the consumer, it cannot also be on the 
business. 


This is a very different matter. It is one regarding which 
no sweeping generalization would be true, although the 
manner of setting it forth is frequently in the form of a 
generalization without qualification or exception. A com- 
plete discussion of the subject would require more space 
than is available here. All that can be done is, first, to 
indicate some of the grounds for a belief that the burden 
of business taxes rests frequently on the owners of business 
equities rather than on the consumers, and second, if pos- 
sible, to dissuade business spokesmen from further accept- 
ance of an unsound generalization. 


BUSINESS TAXES AS ELEMENT OF RECOVERABLE COSTS 


The thinking of business men is in line with, and it is 
probably shaped by, the conventions of business accounting. 
These conventions properly regard all taxes, with the pos- 
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sible exception of income and profits taxes, as an expense, 
and hence as one of the determinants of cost, which in turn 
is a determinant, from the producer’s side, of the selling 
price of the goods or services sold. As expenses go up, 
costs rise and sales prices tend to be revised upward. Fol- 
lowing the logic of business accounting, it would seem 
not only natural, but inevitable, that as expenses rise, 
enough more must be collected from consumers to cover 
the rise. Therefore if a new tax, or an increase in old taxes, 
were responsible for the higher cost, it would appear to 
follow that the business could recoup itself by the simple 
device of raising the selling price in corresponding degree. 


But the logic of business accounting does not reckon 
with the consumer. He must be persuaded, since he can- 
not be compelled, to buy. Ordinarily, he will buy less at a 
high price than he will at a low price. If the price rise 
reduces volume, there will very likely be repercussions on 
unit cost. The process of shifting increases in taxes or in 
other costs to the consumer by raising prices may result 
in such a readjustment of sales volume and unit costs as 
to reduce profits or even to wipe them out entirely. If all 
that were necessary in order to increase profits were to 
raise prices, then the query arises, Why wait for a tax 
increase, or a new tax, to advance the price? Why not go 
ahead and raise prices now, without reference to costs? 
The answer is well known to every business executive. Such 
a policy would result in mounting inventories of finished 
goods in the hands of retailers, wholesalers and manufac- 
turers. It would result in smaller sales, in higher unit costs, 
and in less rather than more profits. 


BUSINESS OPERATING AT A LOSS 


The proof of the pudding is in the eating, and not in 
any theory about how to make one. If it were true that a 
business concern could recover its taxes by adjustments of 
selling price, then it should follow that any or all other 
expenses should likewise be recoverable by adequate similar 
adjustments. From this it should follow that no business 
man should ever be troubled by increases of either wages 
or taxes, and that no business concern should ever be “‘in 
the red.” It should also follow that no company should ever 
lack the funds for suitable dividends to its shareholders. 
Being “‘in the red,’ or being unable to maintain dividends, 
means that notwithstanding the utmost in sales effort and in 
operating efficiency, a concern so afflicted has been unable 
to sell enough units, or to sell them at a price, sufficient to 
produce gross revenues in an amount that would cover all 
the costs and payments made. The specific cause of a deficit, 
from the cost side, may be high taxes, or high wages, or 
high material costs, or some other factor. The fact remains 
that, in any year, a substantial proportion of American 
business concerns do not sell their products for enough to 
cover all the costs, and it is doubtful if this outcome is 
to be explained by loafing on the job. 


For example, in 1939, 270,138 corporations reported de. 
ficits.1 For these corporations, gross income totalled $26,978 
million, while the deficit totalled $2,092 million. Disre. 
garding the extent to which total income may have in- 
cluded investment income, it may be said that these 
corporations sold for the sum of $26,978 million goods 
and services which cost $29,070 million to produce. Natur- 
ally, those corporations paid no income or profits taxes, 
but they did pay other federal taxes and they also paid 
substantial property and other state and local levies. 


If the theory be correct, viz., that when a business ac- 
countant charges any item, say taxes, to expense, it is auto- 
matically recovered in the price at which the goods are sold, 
then the question arises, Why did not those deficit corpora. 
tions raise their prices by enough to recover from the 
consumers the taxes paid in addition to all other costs? The 
obvious answer is that they did all they could in this direc. 
tion, but that it wasn’t enough. The taxes paid by deficit 
corporations in 1939 are not yet available, but in 1938 
the total deficit of reporting corporations was $2,853 mil- 
lion while the total taxes claimed as deductions were $1,392 
million, or 48.7 per cent of the aggregate deficit. The con- 
clusion is obvious that the burden of the taxes paid by 
these deficit corporations vas not shifted to the consumers 
of their products, but chat they were a burden upon the 
owners of the equity or net worth of the respective busi- 
nesses. It is futile to cavil about the cause of the deficit — 
whether it was produced by the taxes, or by the wages, 
or by any combination of factors. The truth is that the 
consumers bought the products of the deficit concerns for 
less than their total cost. While the taxes were paid out 
of the cash receipts, and so, in a literal sense, they were 
paid by the consumers, these taxes were in no sense a bur- 
den on the consumers. They were borne by the owners of 
the equity. 


BUSINESS OPERATING AT A PROFIT 


Turn, now, to the case of the business which shows a 
profit. In 1939, 199,479 corporations reported a net income 
after taxes. Their aggregate experience was as follows: 


I IS siaccinctittiniennarnniacniinaniictins $105,547 million 
Operating Income before Federal 

I NII sicalis Sic hati ddscnes 7,047 
Income and Declared Value Ex- 

cess Profits Taxes ...............00000 1,232 
IT a eT TEE $ 5,815 
Cash Dividends (excluding inter- 

corporate dividends) ................ 3,783 


Balance Available for Corporate 





1 Bureau of Internal Revenue, Statistics of Income for 1939, Preliminary 
Report of Corporation Income and (Declared Value) Excess-Profits Tax 
Returns Filed Through December 31, 1940, p. 5. 
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Again, the record for 1938 must be used to discover the 
taxes paid by the profitable corporations and which were 
claimed as deductions. In that year the total of tax deduc- 
tions was $2,373 million, or 48.4 per cent of net income 
for the year. Since the corporations with net income sold 
their products for more than the costs of producing them, 
it would appear superficially that they had succeeded in 
passing to the consumers the burden of those taxes paid and 
claimed as deductible expenses. 


There is a prima facie case for this view. It is not a 
conclusive case, however, for the reason that nothing is 
known about the proper and legitimate requirements for a 
level of investment returns adequate to sustain the flow of 
new capital requisite for the maintenance and expansion 
of industry. Because of the taxes which were deducted as 
an expense, the aggregate net income was reduced by the 
amount so paid, and, of course, the amount available for 
dividends was likewise smaller There is no uniform 
standard of “necessary” profits in the sense of the term 
just stated. The return required to assure an adequate in- 
vestment flow varies among industries and among concerns 
in the same industry. Hence it is impossible to make a 
definite assertion either for or against the adequacy of the 
amount that was actually available after taxes as a return 
on investment. This writer takes the position that the real 
burden of taxes on business is upon the investors who have 
provided or who presently own the equity capital of this 
business unless there is available for such equity, after all 
taxes, a return that is sufficient to attract new equity capital 
to the extent that new capital may be required. 


TAXES ON NET INCOME 


To this point the discussion has dealt principally with the 
miscellany of taxes paid by business concerns and claimed 
by them as deductions from gross income. What is the 
situation with respect to income and profits taxes that are 
based upon net income itself ? 


The conclusion seems obvious that the burden of these 
taxes falls upon the equity owners. In demonstration of this 
conclusion may be cited the fact that despite anticipated in- 
creases in business net profits for the current year, 1942, the 
prospect of much higher rates under both the excess profits 
tax and the ordinary corporation income tax compels boards 
of directors to reduce dividend rates and in some cases to 
defer dividend payments. It may safely be predicted that 
the number of cases in which dividend rates will be in- 
creased, in face of the taxation outlook, will be very small 
indeed. 


To this it may be said, in reply, that the outlook for 
lower dividends is caused by the price ceilings and not by 
the increased revenues for taxes. It is true that insofar as 
Price control is effective, business concerns are estopped 
from further efforts to shift higher taxes, higher labor costs 
and other increased expenses by advancing their prices. 


But the argument that price control is the major factor at 
this time, and the implication that except for this control 
the taxes paid by business concerns would be shifted to 
consumers, would be more persuasive and more convincing 
had it been true that prior to price control, all business con- 
cerns had been uniformly and consistently successful in 
recovering from consumers enough to cover all expenses 
and to cover, in addition, a satisfactory dividend to share- 
holders. The record indicates that this has never been 
done. 


DANGER OF UNSUPPORTABLE ASSUMPTIONS 


A conspicuous instance of the dangers inherent in loose 
and unsupportable assumptions regarding the incidence of 
the taxes on business is to be found in the use made of 
computations presented in the Temporary National Eco- 
nomic Committee Monograph No. 3, Who Pays the Taxes? 
The authors of this monograph concede the hazy and un- 
certain character of their calculations in the following 


passage :2 


“A second difficulty arises from the fact that 
even the most complete statistical material can never 
measure the incidence of taxation. The incidence of 
taxes can be derived from figures on tax payments 
only on the grounds of theoretical reasoning and 
hypothetical conjecture. Whatever statistical refine- 
ment is achieved, therefore, the results necessarily 
rest on a number of assumptions. The incidence of 
taxation depends, among other factors, on the de- 
gree of competition and monopoly prevailing in an 
economy, on the direction of Government regulation 
of prices and cost factors, on the general trend of 
economic growth or stagnation, on the development 
of labor productivity, on the time which has elapsed 
since the introduction of new taxes or the increase 
(or decrease) in tax rates, and, finally, it depends 
on the use made of taxes and on the other fiscal 
policies (e.g., borrowing) pursued at the same 
time.’ (Italics supplied.) 


Notwithstanding this warning, the main results of the 
study are summarized in a table (Table I) which was 
constructed on the assumption that all business taxes other 
than corporation income, excess profits and capital stock 
taxes, are finally shifted to consumption. The passage 
quoted above indicates how shaky this assumption is, even 
in the minds of the authors. The data presented earlier 
in this memorandum indicate that such an assumption is 
wholly without foundation. 





1G. Colm and H. Tarasov, Who Pays the Taxes? (Temporary National 
Economic Committee, Investigation of Concentration of Economic Power, 
Monograph No. 3, Senate Committee Print, 76th Cong., 3rd Sess., 1941). 


2Colm and Tarasov, op. cit., p. 2. 
3Ibid., p. 6. 
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Yet the summary table of this monograph, which pur- 
ports to show that taxes absorb 21.9 per cent of incomes 
under $500, 18 per cent of incomes between $500 and 
$1,000, 17.3 per cent of incomes between $1,000 and 
$1,500, and so on, has been widely accepted as an irre- 
futable scientific fact. It has been used as an unanswerable 
argument in the discussion of the ways and means of war 
financing and inflation control. Those who have used this 
table and those who have been impressed by it have alike 
failed to note that it is based upon extremely dubious and 
shaky assumptions regarding tax shifting, and that those 
who compiled the table on the basis of unfounded assump- 
tions indicated an awareness that they were standing on 
economic quicksand. 


SUMMARY 


No, it is not true that all business taxes are shifted to 
the consumer. It is not true that the burden of all other 
taxes is borne by the consumer. It is not true that as large 
a proportion of all taxes are “hidden taxes’’ as those who 


declaim against them would make out. As the authors 
of Monograph No. 3 point out, tax shifting is a compli- 
cated process. Its achievement is conditioned upon the 
dovetailing of numerous factors, and the failure of any one 
of these factors to mesh may upset the result. As the present 
writer has said elsewhere, no generalization on the subject 
is tenable; but if ome must be made, “It is far safer to 
assume that no taxes are shifted than to assume that all 
taxes are spontaneously shifted, and to accept the signifi- 
cance of accounting for taxes as an expense as a provision 
for explaining to the equity owners why the profits have 
declined, or why the deficit has increased, as the case may 
be.” 


HARLEY L. LUTZ 


Professor of Public Finance 
Princeton University 





1H. L. Lutz, The Business Man's Stake in Government Finance, pp. 8-9. 
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